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RMB: New countercyclical factor to break the vicious cycle

Monday, May 29, 2017

Highlights:

e China announced the second technical tweak of daily RMB fixing
mechanism in 2017.

e The change is not a surprise as our fixing model has already broken
down since May.

e We are still not quite sure about what exact countercyclical factor is.
It may take us another few weeks to quantify the factor in our fixing
model.

e The latest adjustment with countercyclical factor when dollar
weakens is the way to break RMB’s vicious cycle and is likely to limit
the downside risk for RMB.

e [t shows that China may prefer a stronger RMB when dollar weakens
although at the expense of transparency.

e The new mechanism may give China more discretional power to fix
the midpoint in future.

China announced to fine tune its daily RMB fixing mechanism again, the
second tweak in 2017. A new “countercyclical factor” will be added into
the calculation of RMB fixing.

Under the latest revision, the daily fixing will depend on three
parameters including 4:30pm onshore USDCNY closing, the change of
currency baskets as well as newly added countercyclical factor instead of
previous two parameters.

The announcement of mechanism adjustment was not a surprise to us as
our daily fixing model has broken down since mid-May and market has
already started to speculate the possible fixing regime shift. The
inclusion of countercyclical factor explained the stronger bias of daily
RMB fixing amid broad dollar weakness for the past two weeks.

The inclusion of countercyclical factor is not the overhaul of fixing
mechanism but can be considered as the second technical adjustment
for fixing mechanism in 2017 after China shortened the calculation of the
change of currency baskets to 15 hours from 24 hours in Feb. Both
technical adjustments are designed to help reduce volatility in the daily
fixing.
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So what is exact the countercyclical factor? Frankly speaking, we are not able to quantify
at the current stage and it may take us a few weeks to eventually build into our fixing
model. For corporate treasurers or investors, we think there is no point to focus too
much on those technical issues. Instead, we think the story behind could be more telling.

Background

The latest fine-tune was announced when expectation on dollar turned weaker due to
unwind of Trump trade. Since April, broad dollar has given up most of gains since US
President election in November 2016. The correction of dollar index has accelerated
since early May after French President Election. However, the USDCNY spot has been
stuck in the narrow range. As such, RMB index has fallen again to test the low of 92,
lowest since the launch of index. This leads to concern that RMB may be trapped in the
familiar vicious cycle, which depreciation expectation may build up again when dollar
weakens. A stronger RMB fixing is the only way to break the vicious cycle. With the help
of countercyclical factor, China is able to set the daily fixing stronger than expected
consistently.

Two technical adjustments of fixing mechanism in 2017

Technical adjustment Background | Implications

Feb2017: shorten  the | Expectations | If Dollar Strengthens in Asian time, RMB

calculation of the change of | on stronger | Index will be likely to strengthen, as such,

currency baskets to 15| dollar RMB fixing will be stronger under the new

hours from 24 hours fixing regime.

May2017: inclusion  of | Expectations | If Dollar weakens, the countercyclical

countercyclical factor on weaker | factor may help set the RMB fixing
dollar stronger to limit the downside risk for RMB

spot.

From the table above, although two technical fine-tunes of RMB fixing mechanism in
2017 came out at the different background, both serve the same purpose to lower
volatility in RMB fixing during rising volatility in broad dollar. In particular, the latest fine-
tune will help limit the downside risk for RMB when dollar weakens.

We think the latest change shows that China may prefer stronger RMB when dollar
weakens, though it may be at the expense of transparency. The new mechanism may
give China more discretional power to fix the midpoint in future.
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This publication is solely for information purposes only and may not be published, circulated, reproduced or distributed in whole or in
part to any other person without our prior written consent. This publication should not be construed as an offer or solicitation for the
subscription, purchase or sale of the securities/instruments mentioned herein. Any forecast on the economy, stock market, bond
market and economic trends of the markets provided is not necessarily indicative of the future or likely performance of the
securities/instruments. Whilst the information contained herein has been compiled from sources believed to be reliable and we have
taken all reasonable care to ensure that the information contained in this publication is not untrue or misleading at the time of
publication, we cannot guarantee and we make no representation as to its accuracy or completeness, and you should not act on it
without first independently verifying its contents. The securities/instruments mentioned in this publication may not be suitable for
investment by all investors. Any opinion or estimate contained in this report is subject to change without notice. We have not given
any consideration to and we have not made any investigation of the investment objectives, financial situation or particular needs of
the recipient or any class of persons, and accordingly, no warranty whatsoever is given and no liability whatsoever is accepted for any
loss arising whether directly or indirectly as a result of the recipient or any class of persons acting on such information or opinion or
estimate. This publication may cover a wide range of topics and is not intended to be a comprehensive study or to provide any
recommendation or advice on personal investing or financial planning. Accordingly, they should not be relied on or treated as a
substitute for specific advice concerning individual situations. Please seek advice from a financial adviser regarding the suitability of
any investment product taking into account your specific investment objectives, financial situation or particular needs before you
make a commitment to purchase the investment product. OCBC and/or its related and affiliated corporations may at any time make
markets in the securities/instruments mentioned in this publication and together with their respective directors and officers, may
have or take positions in the securities/instruments mentioned in this publication and may be engaged in purchasing or selling the
same for themselves or their clients, and may also perform or seek to perform broking and other investment or securities-related
services for the corporations whose securities are mentioned in this publication as well as other parties generally.
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